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Tax authority says provision will be outside the purview of PPT in respective DTAAs
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The Central Board of Direct Taxes (CBDT) has clarified its stance on Principal

Purpose Test (PPT) regarding Double Taxation Avoidance Agreement (DTAA),

stating that it will be applicable prospectively, allowing grandfathering of prior

investments.
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Last year, the amendment in the India-Mauritius tax treaty introduced PPT to

prevent treaty abuse by taxpayers.
 

However, it had left room for interpretation on whether it would be applicable

retrospectively to tax investments before April 2017 or if it would be applicable

prospectively.
 

The January 21 circular by CBDT provides clarifications on such PPT. India has

certain bilateral commitments in the form of grandfathering provisions with

Cyprus, Mauritius, and Singapore.

 
 

“These commitments, as reflected in the bilaterally agreed object and purpose of

such grandfathering provisions, are not intended to interact with the PPT

provision. Therefore, it is clarified that the grandfathering provisions under such

DTAAs shall remain outside the purview of the PPT provision, being governed,

instead, by the specific provisions in this regard of the respective DTAA itself,” the

CBDT circular said.
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Under PPT, taxpayers can avail the benefits under the agreement only when they

can establish that the benefit is in accordance with the relevant provisions,

including ‘substance’ requirements. Substance refers to the basic requirements

mandated for the fund on employees, offices, turnover, expenses, to operate in a

specific country.
 

PPT was a crucial element introduced since the Multilateral Convention to

Implement Tax Treaty Related Provisions to Prevent Base Erosion and Profit

Shifting (MLI) came into effect. In India, the MLI came into effect in October 2019.
 

“The circular establishes the primacy of the grandfathering article that features in

some treaties (namely Cyprus, Mauritius and Singapore). Essentially the circular

protects such treaty specific bilateral commitments and carves them out of the

purview of the PPT provisions. This was a grey area when the new protocol was

made public for the India-Mauritius treaty,” said Rohinton Sidhwa, partner,

Deloitte India.
 

While the PPT provisions with Mauritius are not yet notified, Sidhwa opined that

with this clarification, the protocol may get notified and brought into effect in the

coming financial year.
 

"The circular reflects the intent of the revenue to uphold the sanctity of

grandfathered transactions under the treaties (which is in line with the object and

purpose of introducing such grandfathering provisions, and which is the result of a

bilateral agreement between the two sovereign governments),” said Arijit Ghosh,

leader, International Tax at Nishith Desai Associates.
 

“While it is clarified that the PPT will not apply retrospectively to grandfathered

transactions; they would nonetheless need to qualify other conditions required to

avail treaty benefits,” he added.
 

Singapore and Mauritius are among the top five countries in terms of FPIs’ assets

under custody (AUC) in India.
 

The total AUC for Singapore, which is second in the list, stands at Rs 7.29 trillion,

while for Mauritius it is around Rs 3.76 trillion, as of December 2024. Mauritius is

now placed fifth in countries with the highest AUC in India.
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